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Valuation of Intangible Assets in Franchise
Companies and Multinational Groups:
A Current Issue
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nt.anh.Tible assets. also referred
to as intellectual rrorerties
(iPl. have become the most
valuable assets of the twenty-first
century. In the prior centuries hard
assets such as factories and equip
mcnt were the embodiment of
wealth. This article will address
several current issues with resreet
to the identification and valuation
of intangibles such as: (1) the
Bruce S. SChaeffer
obligation of any acquiring COITI
rany to identify and value such
intangiblcs as it may acquire in the
transaction, (2) the annllal rcquire
ment that such balance sheet
goodwill be measllred for impair
ment, (3) the transfer pricing peril
and the enormous tax liabilities
which can be incurred in licensing
IP to affiliates, and (4) the many
and confusing valuation methods
that are used in such exercises.
Today, many companies own
Susan J. Robins
intangible assets worth more than
the tangibles. Intangibles often account for more than 80
percent of the total enterprise value. In some cases, the
value placed on the intangibles by companies with a
history of acquisitions is greater than thc entire net worth of
the corporation itself. I
Interbrand, an appraisal company, valued the Coca-Cola
brand or trademark at $69.6 billion in 2002, and included it
in its compilation of "The World' 10 Most Valuablc
Brands."2 For franchise companies the trademarks, franchise
operating
goodwill, and know-how are often the
most valuable assets owned.
The issue of valuing intangibles arises, of course, as a dam
ages problem in many types of litigation, but also whenever
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tllere are mergers, acqu i sitions, or asset sales. Yet, it is often
problematic 3 because
[d]espite the fact that intellectual property is frequently
bought and sold, [its] valuation.. generally attracts a
degree of skepticism. This arises p:incipaJly because there is
doubt as to whether the value call be measured
This
doubt has certainly held back recognition of the value of
acquired intellectual property in
financial state
ments, particularly when the property has been acquired
along with the business that owns it. 4

A larger problem is that self-created IP never appears on
the balance sheet. Creation costs, including legal
search
fees, artwork, design, and creative service
are
expensed, not capitalized, under generally accepted account
ing rrinciples (GAAP).'
Franchising is usually thought of as occurring directly
bctween unrelated franchisors and f1·anehisees. But interna
tional franchising, accomplished by multinational entities
(MNEs), generally involves the brand and other intellectual
properties first being Iiccnscd to subsidiary group entities in
various countries and then, at the local cOLlntlY level, liccnsed
by the local member of the MNE to third-party franchisees.
Even in non franchise situations, however, the head com
pany of an MNE group generally provides the intellectual
property used by the group members. Whcther or not there
are actual intercompany charges for royalties or license
tax authorities of most developed countries require group
members to charge each other imputed arm's length license
fees with respect to the use of intellectual property. Another
type of MNE group funding of IP that is common in the soft
ware and certain high technology sectors is cost sharing,
which is beyond the scope of this articlc. Cost sharing is the
main alternative to royalty or licensing arrangements in
intercompany transactions.
From an accounting point of vicw, placing a value on hard
assets and depreciating the value over time is a well under
stood financial exercise that has been conducted tor centuries.
There is no similar universally recognized method of cost
recovery for financial purposes with respect to intangibles.
Unlike hard assets, intangibles can have an economic presencc
in many places at the same time." Today, franchise companies
and MN Es are faced with a new set of problems related to the
intangible property they create, acquire, own, or license.
One situation requiring valuation of intangibles can arise
in the accounting applicable to mergers and acquisitions:
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there must be allocations of the purchase price (to the extent
that it exceeds balance sheet assets) to intangibles. The intan
gibles must be defined,
useful lives, and appraised.'
Subsequently, these purchased intangibles must be measured
at least annually for impairment under the rules of the Finan
cial Accounting Standards Board (FASB) Nos. 141 and 142.
This exercise involves allocation among the portfolio of
marks, patents,
and other assets disclosed in Items
13 and 14 of the franchisor's disclosure document, and the
value of the acquired franchise agreements. x
A second valuation area involves cross-border use of IP
within an MNE group. This exercise is required as part of the
contentious area of intercompany pricing for intangibles. Tax
rules in most countries (including the United States, Canada,
the United Kingdom, and Australia) require arm's length roy
alties be charged for the use of intangibles between related
companies, e.g., between MNE group branches and sub
sidiaries which operate in jurisdictions other than the j urisdie
tion of the franchisor.
The international tax structuring of MNE groups is com
plcx. The franchisor or owner of the intellectual property
could be the top or parent company or it could be a special IP
holding company which charges royalties to the group mcm
bers of the MNE located in high tax jurisdictions. When such
structures are
the IP holding company itself will gener
ally reside in a low tax (or no tax) jurisdiction.
Eye-popping numbers can be associated with the intercom
pany tax issues involved in the MNE group use of IP. In the
recently settled GlaxoSmithKline Holdings (GSK) dispute,
the taxpayer agreed to pay $3.4 billion to the IRS rather than
take its chanees in court."
The issues in the GSK dispute centered on the respective
functions performed by the GSK subsidiary resident in the
U.S. and by other, non-U.S. members of the corporate group
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Amounts at Issue

How much are we talking about? How much money is
involved'> On a simplistic level 0'- financial analysis, practi
tioners should understand that assets minus liabilities equal
shareholder equity on a balance shed. However, market
izatiol1s of public franchise companies show that these compa
nies are valued far in excess of the book value shown for
shareholder equity. A large portion of this enhanced value con
sists of the intellectual property and intangibles that do not
appear on the balance sheet. For example, Coca-Cola
enced above), which may be characterized as a product/trade
name franchisor. shows balance sheet equity of S16.92 billion
(as of 12/31/06), yet has a market capitalization of S 124.42 bil
lion (as of 9/1/07). This effectively means the market has valued
the intangible assets which do not appear on the balance sheet at
$107.5 billion, more than six times the book value of the equityl
On the basis of the same methodology, the IP of some
other public companies involved in franchising lO can be esti
mated as follows: II
Identification of Intangibles

The first problem associated with valuing intangibles is defin
ing and categorizing them. Companies generally do not take
annual inventories of their intangible assets as they do with
hard assets. We suggest that this omission must be remedied

PapaJohns
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, YUM Brands
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LARGE CAP
McDonalds
MCD

• 519,965,000

YUM

Shares Outstanding

74,950.000

134,892,000

1,191,772,000

29,872,000

Earnings Per Share

$1.04

$1.11

$1.33

$1.65

$1.56

PIE Ratio

23.91

21.57

37.35

15.39

20.91

$24.81

$23.71

$49.25

$25.36

$32.72

$1,859,509,500

$3,198,289,320

$58,694,771,000

$757,553,920

$17,013,254,800

$448,654,000

$567,000,000

$15,458,000,000

$146, I 68,000

$1,437,000,000

Estimated Value of
Intangibles - Market
cap less equity

$1,410,855,500

$2,631,289,320

$43,236,771,000

$611,385,920

$15,576,254,800

Intangibles as %
of market cap

75.87%

82.27%

73.66%

80.71%

91.55%

Closing Price

8/31107
Marl<et Capitalization
Balance Sheet Equity

12/31106
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in
developing, and exploiting intellectual property.
These issues resonate in sympathetic vibration with the sys
tems and operations of franchise companies and most other
MNEs. While one expects to find \ aluable IP in the technolo
gy. pharmaceutical. and consumer product sectors, it is
important to note that other MNEs such as those in the finan
cial serviees sector have very valuable IP coupled with
will that is used by group members.
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because, in the current climate, a company is advised to set its
own parameters with respect to issues like intercompany
royalties. This exercise requires the MNE/franchisor to define
and separately evaluate whatever intellectual property it
owns, licenses to others, or licenses Fom others.
For public companies this is already a standard exercise to
the extent of trademarks and trade names, because these are
subject to disclosure in a IO-K or 10-Q. This limited disclo
sure requirement ignores many other intangible assets however.
For example, the mere delivery to a franchisee of a fran
chisor'- s operations manual constitutes a transfer of many
intangible assets such as goodwill, going concern value,
know-how, trade secrets, trade dress, work force in place,
unique or registered systems, marketing strategy, marketing
training, signage programs, corporate logo(s), websites, corpo
rate colors, labeling design, and copyrights, and public rela
tions value, among others.
In defIning and categorizing IP, a franchisor should differ
entiate between protected intangibles (trade names and trade
marks, service marks, brand names, patents, copyrights, etc.)
that are registered in some manner and enjoy statutory or well
recognized common law protection and unprotected intangibles
(know-how, trade secrets, and most marketing intangibles) that
are unregistered and subject to considerable uncertainty in
common law protection. The valuation exercise may be differ
ent for the protected versus unprotected IP assets.
In some cases, there is a requirement to classify the intan
gibles into trade intangibles and marketing intangibles. J2 For
valuation purposes the consideration devoted to create intan
gibles is generally an important factor. But not all expendi
tures produce a valuab Ie trade intangible, and not all
marketing activities result in the creation of a marketing
intangible. Thus, while an analysis of the expenses associated
with the creation of IP is necessary as part of the calculation

A Multitude of Valuation Methods

Once an enterprise has identified and categorized the intangi
bles, it is faced with a multitude of difficult and confusing val
uation methods. Based on the theory that intangible assets
generate premium returns for businesses that own them, most
of these valuation methods attempt to focus on an increase in
revenues or decrease in costs that can be directly attributed to
the intangible.
The three basic methods for determining the fair market
value of any property are the capitalization of earnings, book
value, and comparable sales methods. 14 The intangible proper
ties most frequently at issue in franchise companies are the
trademarks and goodwilL There are several generally accepted
subsidiary methods for valuing trademarks. These are: the
profit split method, the selling price differential method, the
econometric method, and the relief from royalty method. IS
Unfortunately, many ¥lements of these methods are based
on the fiction that data is available for comparable companies
in comparable situations. Alternatively, the calculation
mechanics mandated by a given method may have no connec
tion to how business is conducted in the real world. Thus,
these methodologies ar~ often oflittle value. 16
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SMALL CAP
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Rocky Mountain
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Shares Outstanding

17.596,000

57,262,000

2,554,000

6,376,000

Earnings Per Share

$1.11

$0.72

$0.02

$0.74

PIE Ratio

31.42

23.53

375

21.67

$34.77

$16.95

$7.27

$16.01

$611,812,920

$970,590,900

$18,567,580

$102,079,760

$116,216,000

$378,846

$13,034,000

$14,515,000

Estimated Value of
Intangibles - Market
cap less equity

$495,596,920

$970,212,054

$5,533,580

$87,564,760

Intangibles as %
of market cal'

81.00%

99.96%

29.80%

85.78%

Closing Price
8/31107

Market Capitalb:ation
Balance Sheet Equity
12/31106
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to determine the value of the resulting IP, a cost analysis
alone is not suff1eient.
However, rather than differentiating or separately classify
ing their intangible assets, companies tend to lump them
together under the rubric goodwill. As noted above, self-creat
ed intangibles such as franchise rights or customer lists do not
appear on the company's balance sheet at all, while acquired
intangibles are generally accounted for with language such as
the following: "Goodwill represents the excess of the cost of
businesses acquired over the faIr value of the net identifiable
tangible and intangible assets."1
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FASB 141 requires using the purchase method of account
This is an area of mindnumbing complexity because there
ing to evaluate all business combinations which result in the
are also many other valuation methods which are corollaries or
above-referenced purchase price allocation to intangibles and
modifications of the methods listed above and all of which are
goodwill. Parties are required to estimate the fair value of
really variations of the capitalization of earnings or income
acquired intangibles in accordance with methods specified in
method. Put simply, the methods attempt to estimate the future
the Rule which requires valuation of all acquired intangibles.
anticipated stream of earnings and cash flow (the income gen
These must be categorized in two groups: those with identifi
erated by the intellectual property), and discount such rev
able useful lives (which are to be amortized over such useful
enues to create net present value. Basically, all are variations
lives) and those with indefinite useful lives, all of which are
of the Discounted Cash Flow (DCF) method.l7
categorized as goodwill. Acquired franchise agreements with
Some of the other cUlTently acceptable valuation methods
royalty history or some other predictive cash flow are usually
of which practitioners should be aware are the Excess Operat
ing Profits or Premium Profits Method, the Premium Pricing
valued to the end of their CUlTent terms, although systems with
high renewal rates may look to a longer time frame for the
Method, the Cost Savings Method, the Royalty Savings
Method, the Market
useful lives of such
Approach, and the
franchise agreements. 13
Prior to the imple
Cost Approach. The
Common Methods for VaJuing
mentation of FASB
chart below 1x shows
Certain Intangible Assets
141 and FASB 142,
which of these meth
Valuation
Method
Asset
ods (with overlap) are
the GAAP rules gen
Excess
erally required amorti
used to value various
Market
Cost
Cost
Royalty
Operating
types ofIP.
zation of acquired
Savings
Savings
Approach
Approach
Profits
intangibles over a
To make matters
X
X
Brands
X
tenn of up to 40 years.
more devilish yet, the
Customer
X
X
Since 2001, however,
IRS has another list of
Lists
FASB 142 requires
methodologies: the
X
X
X
Patents
X
~
that companies test
comparable uncon
X
X
X
X
Know-How
X
such goodwill at least
trolled
transaction
l9
X
X
once a year for impair
Franchises
method ; the compa
ment rather than auto
rable profits method 20 ;
matically
take
a
the profit split method
charge. If there is impairn1ent, it must be accounted for as a
and its subsets, namely, the comparable profit split method
writedown of the asset and a charge against income,24 but if
and the residual profit split method.2l These all presume com
there is no impainnent, no action is taken. No increase in the
parable data to be available, and therefore-as discussed
book value of IP is allowed for financial reporting purposes.
above-are difficult if not impossible to apply reliably
FASB 142 provides specific guidance on the required
because comparable data from comparable companies is
yearly exercise:
rarely, if ever, available. Unfortunately, this deprivation of
comparable information applies to MNE corporations (i.e.,
Goodwill will be tested for impairment at least annually
the taxpayers), but not necessarily to the tax authorities (as
using a two-step process that begins with an estimation of
discussed below).
the fair value of a reporting unit [e.g., the business unit that
was acquired]. The first step is a screen for potential impair
Accounting for IP in Mergers and Acquisitions
ment, and the second step measures the amount of impair
As noted above, self-created intangibles do not appear on a
ment, if any.25
company's balance sheet. In the event of an acquisition,
however, whether by a multiunit franchisee, a multisystem
However, if certain criteria are met, the requirement can be
franchisor or any other acquirer, IP must be enumerated to
satisfied without a remeasurement of the fair value of the
quantify the extent to which the purchase price of the
reporting unit and, if there is no impainnent in the value of the
acquired companies exceeds the replacement value of the
reporting unit, there is no need to measure the value of the
acquired book assets (i.e., the goodwill allocation). Practi
intangibles for impainnent.
tioners should be aware that FASB 141 requires valuation of
A recent example of this exercise involving a public com
acquired intangibles in all business combinations (merger,
pany was the goodwill write down of the brand Clarica by the
purchase, consolidation, etc.) and with respect to the acquisi
acquirer of the Clarica insurance group, Sun Life Financial, a
tion of groups of assets (asset acquisition).22 The stated pur
large Canadian-based MNE in the insurance and financial
pose of FASB 141 is to make financial reporting better
services sector. The acquisition was made in 2002. Then, in
reflect investments made in acquired entities, improve the
the second quarter of 2007, more than $60 million of goodcomparability of reported information, and provide more
will was written off because the company decided to retire
complete information.
~
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the Clarka name and rebrand their business under the Sun
Life name. A rcbranding expense of about the same amount
was announced by the company. The spending on the
rebranding exercise will create an internal intangible, and
thus there will be no balance sheet recognition.

Intercompany Pricing Issues
for Multinationals and Franchisors
Another area requiring valuation of intangibles for franchise
companies and other M1\Es is intercompany pricing in inter
national operations. It must be understood that intercompany
pricing has always been looked upon with a jaundiced eye. 26
But as challenging as transfer pricing issues are in general,
they reach a new level of complexity when intangibles are
involvcd. Under IRC 482,27 the IRS has broad authority to
adjust and reallocate the income and expenses of MNEs for
marketing activities, and in connection with patents, trade
marks, and other intangibles. The final sentence of § 482,
added in 1986, provides that "[i]n the case of any transfer (or
license) of intangible property ... , the income with respect to
such transfer or license shall be commensurate with the
income attributable to the intangible."28
As noted earlier, a recent settlement between the IRS and
U.K.-based M1\E GSK, a huge pharmaceutical group, gar
nered significant press. The IRS, exercising its powers under
§ 482, increased the income of GSK's U.S. entity by many
billions. The settlement for the tax on the reallocated income
plus interest was $3.4 billion, with the IRS announcing:

*

The Tax Court dispute for years 1989~2000 involves inter
company transactions between GSK and certain of its foreign
affiliates relating to various GSK 'heritage' pharmaceutical
products. Specifically at issue is the level of U.S. profits
reported by GSK after making intercompany payments that
took into account product intangibles developed by and trade
marks owned by its U.K. parent, and other activities outside
the U.S., and the value of GSK's marketing and other contri
butions in the U.S. Under the settlement agreement, GSK has
conceded over 50 percent of the total amount put in issue by
the two parties for the years pending in Tax Court. 29

The $3.4 billion was the largest single payment ever
made to the IRS to resolve a tax dispute, and it only
resolved GSK's transfer pricing problems through 2005. 30
As a wake-up call to similarly situated taxpayers (such as
franchisors), Mark W. Everson, Commissioner of Internal
Revenue, stated at the time, "We have consistently said that
transfer pricing is one of the most significant challenges for
us in the area of corporate tax administration. The settle
ment of this case is an important development and sends a
strong message of our resolve to continue to deal with this
issue going forward."31
The resolve of the IRS is to be noted along with the size of
the income adjustments. Another multibillion dollar IP-related
adjustment for a software company is now before the U.S. Tax
Court.:12 There have been significant IP/royalty-related tax

assessments in other countries. For example, the Canadian tax
authorities have pursued the issue (and are proceeding to
COUlt) with several MNEs and recently reached a significant
settlement with the GSK Canadian group on issues similar to
those pursued by the IRS.33
The t0l1ured history of IRC § 482 and its corresponding
regulations (a complete discussion of which is beyond the
scope of this article) is wOlih noting. Under earlier tax law,
§ 482 allocated the entire return from an intangible to the legal
owner of the intangible. 54 This was an all-or-nothing alloca
tion. 35 The regulations in tum required that one of four speci
fied methods be used to dete11lline an a11ll's length license or
royalty amount that the owner of the IP must charge other
group members.36 However, it was not difficult to avoid real
locations of income under tb,se rules and this was the impetus
for many U.S.-based MNEs to migrate existing intangibles
and to have new intangibles owned by subsidiaries resident in
tax-haven or low-tax jurisdictions.
As a result, the new § 482 regulations are an about-face and
recognize that intangibles can have many owners under the
new test of economic ownership. The economic ownership test
has been the standard in other Organization for Economic
Cooperation & Development (OECD) countries, including
Canada, for many years. This theory, ironically relied on by
the IRS in GSK even before the change in the regulations,
generally results in income from intangibles being reallocated
to the United States rather than accming to the legal owner of
the IP in 'a low-tax jurisdiction.
The current regulations under § 482, adopted July 31, 2006,
and corrected December 19,2006, came into effect on January
1,2007. To prove the matter is still in nux, the regulations are
called temporary regulations, even though proposed regula
tions were issued in September 2003 and congressional hearwere held in January 2004.
The view of the Canadian tax authority, Canada Revenue
Agency (eRA), has been more consistent with OECD views,
and has not changed significantly in the last two decades.
The position expressed by CRA foreshadowed the revised
position the [RS adopted with respect to GSK. The Info11lla
tion Circular released by CRA in 1987 clearly set out its
economic view:
The very nature of intangible property may often make its
valuation difficult. The inherent risk often associated with
intangible property may produce significant t1uctuations in
their value. In addition, intangible property may be of signifi
cant value even though it has no or little book value in the
taxpayer's balance sheetY

Further,
[t]axpayers who do not own trademarks or trade names some
times undertake marketing activities. In these instances, the
issue arises as to whether they should share in any return
attributable to the marketing intangibles. Distributors who
bear the costs of marketing activities would usually expect to
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share in the return from the marketing intangibles. As well,
distributors who bear marketing costs in excess of those that
an arm's length distributor with similar rights to exploit the
intangible would incur, would expect an additional return
from the owner of the trademark or trade name. The actual
marketing activities of the distributor over a munber of years
should be
significant weight in evaluating the return
attributable to marketing activities.}'

provisions of the international tax treaty network. Thus, the
information base available to the tax authorities is a powerful
tool in the cross-border IP valuation area. Taxpayers may
only access the information the tax authorities have derived
from other MNEs as comparables during the litigation
process, but even then with considerable difficulty.
Conclusion

We strongly suggest that franch·ise companies and all other
MNEs with substantial value invested in their brand or other
The value of an intangible (however determined) is a major
factor in determining the appropriate arm's length royalty for
IP conduct an inventory or legal audit of their protected and
unprotected intangible assets. For parties involved in the
the use of that IP. This royalty in tum determines the range of
M&A sector, the current value of acquired IP must be known
income, if adequate royalties are not charged, that could be
imputed to the licensor creating additional taxable income. In
to determine whether or not it has been impaired.
the event of such reallocation, generally, there will have been
The valuation/transfer pricing exercise is also essential to
justify the outgoing royalty paid by an MNE member. Failure
no tax deduction by the licensee, located in another country, to
offset the imputed revenue to the licensor. Many countries pro
to support the royalties paid by the Cnited States subsidiary
hibit MNE members from refiling the licensee tax returns for
was a key element in the multibillion-dollar GSK settlement.
earlier years to reflect the increased license expense. In tax par
In that case the U.K. parent had already paid tax in the United
Kingdom on royalties for which the deduction was disallowed
lance, this means the MNE can end up in a "double tax" situa
to the U.S. subsidiary for tax purposes. Disputes over issues
tion, leaving the taxpayer to litigate or resort to the inefficient
and adjustments in this area
and expensive process of
tax treaty arbitration.
are factually intensive and
difficult to resolve.
The tax treaty procedure
Taxpayers are :subjected to a
To avoid problems in all
requires the involved MNE
muitiyear process that may yield
areas where valuation of
members to supply exten
intangibles is important,
sive information. Then the
only partial results and will almost
including possible litigation
competent authority (repre
certainly involve significant net
danlages, franchise compa
sentatives of the tax author
nies and all other MNEs
ities of the two or more
tax
costs.
involved in international
countries) attempts to
transactions with substan
resolve the double tax
issue. Taxpayers are subtial value invested in their
brand or other IP would be well advised to set their own
jected to a multiyear process that may yield only partial results
and will almost certainly involve significant net tax and interest
parameters; prepare their own schedule of intangibles; and
costS. 39 The inadequacies of the competent authority proce
ascribe to each a supportable value, a useful life, and an
appropriate arm's length return. This exercise will allow an
dures due to the failure of the IRS and the CRA to agree to a
position that relieves double taxation may be improved through
arm's length royalty or license to be implemented before any
a mandatory arbitration procedure, which was announced in the
tax, financial, or regulatory authority imposes such values
upon them. Equally, there must be valuations and support for
September 21,2007, Protocol to the Canada-United States Tax
Treaty. It will be a number of years before a judgment can be
the royalties and license fees paid by MNE members to
made as to whether this second level of arbitration is effective
ensure the fees are deductible for tax purposes. 40 Studies
in avoiding double tax.
done before a dispute arises carry far more weight than those
prepared in contemplation of litigation.
Earlier in this article we noted that comparables or third
party licensing values are rarely available to taxpayers that
Endnotes
are attempting to value IP and establish arm's length royalty
and licensing rates. Unfortunately for the taxpayer, this is not
1. See, e.g., financial statements attached to Fonus 10-K for Tyco
International and Cendant in 2001 and 2002.
reciprocally true for the tax authorities. MNEs in the United
States, Canada, and some other jurisdictions must file, as
2. Bes. WK., Aug. 2002. At the time the stock was in the low 40s.
At the time of this writing, in Sept. 2007, it is in the mid-50s.
part of the annual tax return process, detailed schedules out
lining the group transfer pricing practices, and providing
3. According to research done by Prof. Jenny Buchan of the Uni
versity of New South Wales for a forthcoming article that she shared
details on what royalties MNEs are or are not charging for IP
with the authors, intellectual property is also an underutiIized source
within the group. The tax authorities can compare the
charges made within one MNE to those made within a differ
of equity against which the franchisor could borrow. She searched all
ent MNE. In addition, this information can be exchanged
registered intellectual property interests (trademarks, registered
designs, and
patents) of 337 franchisors in Australia that
among the tax authorities of different countries under the
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had retail franchisees in New SOllth Wales and foulld lhat only 4 ( 1.19
pen:elll) had any
interests registered against their trademarks.
4. ('amlinc Woodward. 11I1111I1ioll 0/ Ii/tel/eel/wl
. Price
\\ alerhouseCoopers (London 2006). at 2.
5. Sec. e.g.. Internal Revenue Code (lRC) ~ 1060 and comparable
mandates under the guidelines isslIed by the Organization telr Economic
('ooperation & Development (OECD). As pointed Ollt to the authors by
ProtCssor Buchan. SII/im 1101e 3, the nile is the same in Australia where
Ai\SB 13K is the
standard. As in the Unitcd Statcs.
ble ass.:ls may be
only upon acquisition fl-om al) external
pally and only whcre there is an associated cost. Internally
intangibles eanllot subsequently be recognized through rcvaluation.
(;. C( IRC ~ 197. which for lax purposes mandates
line amor
tization of 197 intangibles. Sltch as fi'anchisc rights over fifteen ycars.
7. i\ similar
applics under IRC § I06(), the legislative
histOlY or which showed that the cOlIlminee believed that it is appropri
all: to treat thc premium involved in acquisitions as a payment for assets
in the nature [) r goodwi II or going conccrn value rather than some other
form of excess payment. See Brucc S. Schaeffer, TcIX Aspects olFran
cilising (BNA 559 2d T.M. Portfolio 2(05). at A J 6-17.
8. The uuthors are par1icularly grateful to Joel Buckberg of Baker,
Doncl~on, 8earman, Caldwell & Berkowitz, P.e.. for this
9. Internal Revcnue Serv .• News Release 2006--142. Sept. I l. 2006.
10. The
and the designations as franchisor
cap or
franchisor small eap in the table arc taken from the regularly pub
lished
in Franchise Times magazine.
II. Source: AOL Financial as of 911107. This is admittedly a very
methodology based on easily available public infor
si mple and
mation that tends (0 yield high IP values. It would have to be adjusted
for many items like accumulated depreciation (and asset apprecia
tion) to get a more precise determination.
12. Sf''', e.g.. the Organization for Economic Cooperation &
Developmcnt (DECD) guidelines which have been adopted by most
major economic powers but not by the United States.
13. See. e.g., Sun Life Financial. Inc. Annual Report (2006). at 6.
14. These arc the definitions offair market 1'([/111', a
teml. In
value and the methods are denominated
accounting, the term is
income (capitalization of eamings), cost (book value), and market
(comparable
respectively.
15, See BYRON E. Fox & BRUCE S. SCHAEFFER, FRAJo;CJIISE REG!,;
LATlON AND DAMAGES ~ 20.02 (CCH 2005).
These methods are defined as follows:
Pro/it ,\piilmethod: This is based on the division of after-tax oper
ating
that a licensee would be willing to pay, after taxes. to a
hypOlhcticallicensor for the use of a trademark or trade name.
Selling-price-differelltial metbod: This calculates the value of trade
marks and trade nallles by determining the incremental plice differential
attributable to trademarks and trade names over unbranded products or
services and then splits the prcmium pOliion of the price between the
hypothetical licensor and the hypothetieal licensee.
Econometric method: This method purp0!1S to derive implied econom
ic values for trademarks expressed as a pereentage of sales. Several cases
the validity of somewhat similar regression analyses.
have
Reliefjiyml-royalty method: This method relies on an analysis of
third party license agreements to determine an appropriate royalty
rate. Once such 'comparablc royalty is detem1ined. three steps follow:

detennining the projected excess
for the branded product
or service, (2) selecting an apPlopriate royalty rate for the license,
and (3) computing the present vr./uc of the royalty payments using a
discounted cash flow method.
16. For extensive background on this issue. see the excellent arti
cle by Alan \Vinston Granwell & James E. Brown. Comi/1g
Proposed Us. Trans/i:r
SerFices Reglilariol1S alld tlte Treat
11!('/lt o/1ntangihies (PLI 2(06).
17. A full explanation of the DCF method is beyond the scope of
this a11icie. but it can be simplL,tically described as following three
steps: (I) an estimation of net el! 3h flows that the firm will generate
over a projected period: (2) computation of a terminal or residual
value equal to the future value of the firm's cash flows beyond the
projection period: and (3) the application of a discount rate (estimat
ed cost of capital) to reduce to [:'resent value the projected net cash
flows and the estimated terminal (\r residual value.
18. Adapted from Woodward. slipra note 4.
19. Reg.§1.482-4(c).
20. Reg. § 1.4825.
21. Reg. § 1.482-6.
22. FASB 141 and FASB 142 were promulgated in 2001
tive for fiscal years
after December 15. 200 I) to address
the issues of valuing intangibles in financial reporting.
to Joel Buckberg of Baker. Donelson.
23. The authors are
Bearman, Caldwell & Berkowitz. p,e. for also bringing this point to
their attention,
24. Under the rules of FASB 142. intangibles' values are now to
be measured under the rules of FASB 121 and 142.
25. Summary of Statement 142-Goodwill and Other
Assets (Issued 6/01).
26. BUTTERWORTH'S BUSINESS AND LAW DICTIONARY 447 (Sydney
1997) calls it a tax minimization technique involving the manipUla
tion of the price of goods or services such that the protlts are trans
ferred between entities.
27. IRe ~ 481: Allocation ofIncome and Deductions
In any case of two or more organizations, trades. or businesses
(whether or not incorporated. whether or not organized in the
United States. and whether or not affiliated) owned or con
trolled directly or indirectly by the same interests. the Secre
tary may distribute. apportion, or allocate gross income,
deductions, credits. or allowances between or among such
organizations, trades. or businesses, if he determines that such
distribution, apportionment, or allocation is necessary in order
to prevent evasion of taxes or clearly to reflect the income of
any of such organizations, trades, or businesses. In the case of
any transfer (or license) of intangible property (within the
,u~.auH'b of section 936(h)(3)(B ». the income with respect to
such transfer or license shall bc commensurate with the
income attributable to the intangible.
28.Jd. As defined in § 936(h)(3)(B), which includes: "(iii) trademark,
trade name, or brand name; and (iv) franchise, license. or contract.·'
29. See IRS news release, supra note 9.
30.Jd.
I ]d, "This settlement exemplifies the IRS's continuing commit
ment to resolve transfer pricing disputes
responsible and
( I)
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innovative agreements that embody the arm's length standard for
related-party transactions--or through litigation when necessary
Transfer pricing that allocates an appropriate return to the U.s. affili
ates of multinational groups is a key focus for the IRS," said IRS
Chief Counsel Donald Korh. "We are pleased that GSK has cQosen to
put this controversy behind it. Our decision to acccpt GSK's settle
con
ment offer reflects our commitment to resolving transfer
troversies without litigation, provided that our ultimate goal of
compliance is not compromised."
32. VERITAS Software Corp., a subsidiary of Symantcc Corp.,
filed a U.S. Tax Court petition protesting a total of $757.6 million
in deficiencies resulting from $2.5 billion in transfer pricing allo
cations relating to buy-in payments, stock options, and other cost
sharing issues with foreign affiliates for 2000-0 I (VERITAS
Software Corp. v. Commissioner, T.C., No. 12075-06, petition
filed 6/26/06). In GSK, the IRS, exercising its powers under
§ 482, had increased the income of GSK's US entity by $4.S bil
lion for cost of goods sold, $1.9 billion for royalties and $1.4 bil
lion for interest income on the imputed transactions. In
VERITAS' filing with the Tax Court, the company said the Inter
nal Revenue Service erred when it:
• allocated $2.4 billion to VERIT AS for buy-in payments
the IRS said it should have made to Irish affiliate VERI
TAS Software International Ltd.;
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• allocated $9.9 million between VERIT AS and Irish affili
ate VERITAS Software Holding~ Ltd. to include stock
based compensation in the research and development cost
sharing pool;
• allocated $9.9 million between VERITAS and allocated
S6S.x million to VERITAS from VERITAS Software
Holdings Ltd. for other unspecific:d costs in their cost-shar
ing agreement; and
• allocated $9.9 million between VERITAS and allocated
$2S.4 million to VERITAS from company's foreign sub
sidiaries, in aggregate, for services performed in 200 I.
33. Canadian Transfer Pricing Litigation: Settled or Heard: Glaxo
SmithKline (settled); BMO Nesbitt Burtis (settled); and Glaxo Well
come Inc. (heard in summer 2006). fFA International Tax Seminar,
May 17-18,2007, Joint Seminar of the Canadian and United States
Branches. Transfer Pricing Developments.
34. Reg.§ 1.482--4(f)(3).
3S. Reg.§ 1.482--4(f)(3)(ii)(A).
36. Reg.§ 1.482--4(a)(1 )-( 4). The methods were the comparable
uncontrolled transactions method, the comparable profits method, the
profit split method, and certain other unspecified methods.
37. IC 87-R2, CRA Information Circular~ 141.
38. Id. ~ 148.
39. Id. ~1218, 219.
40. See, e.g., Dutch and Belgian cases cited in Isabel Verlinden
and Patrick Boone, Reporting Intellectual Property. Price waterhouse
Coopers (Brussels 200S), at 4 ("This case illustrates that economic
analysis and documentation of it can be vital in defending prices or
reported asset values. The existence of a valuation report and a mar
keting report were key to winning the case.").

